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TAX FORUM
DOROTHEA WATSON, CPA

Professional Corporations Regulations

disqualification, or election to inconsistent
public office of any member will (deter
mined without regard to any agreement
among the members) cause under local law
the dissolution of the organization. A bus
iness corporation has a continuing identity
as an entity which is not dependent upon
a shareholder’s active participation in any
capacity in the production of the income of
the corporation. Furthermore, the interest
of the shareholder in an ordinary business
corporation includes a right to share in
the profits of the corporation, and such right
is not legally dependent (determined with
out regard to any agreement among the
shareholders) upon his participation in the
production of the corporation’s income.
However, the interest of a member of a
professional service organization generally
is inextricably bound to the establishment
and continuance of an employment relation
ship with the organization, and he cannot
share in the profits of a professional service
organization unless he also shares in the
performance of the services rendered by the
organization. For purposes of this para
graph, the term ‘employment relationship’
is used to describe such active participation
by the member and is not restricted to the
common-law meaning of such term. If local
law, applicable regulations, or professional
ethics do not permit a member of a pro
fessional service organization to share in its
profits unless an employment relationship
exists between him and the organization,
and if in such case, he or his estate is re
quired to dispose of his interest in the or
ganization if the employment relationship
terminates, the continuing existence of the
organization depends upon the willingness
of its remaining members, if any, either to
agree, by prior arrangement or at the time
of such termination, to acquire his interest
or to employ his proposed successor. The
continued existence of such a professional
service organization is similar to that of a
partnership formed under the Uniform Part
nership Act, whose business continues pur
suant to an agreement providing that the
business will be continued by the remaining
members after the withdrawal or death of a
partner (see paragraph (b) of this section),
and is essentially different from the con
tinuity of life possessed by an ordinary busi
ness corporation. Consequently, such a pro
fessional service organization lacks conti
nuity of life.”
(continued to page 14)

During the past five years over thirty states
have passed laws which permit professional
service corporations or organizations. Many
professional firms, doctors and lawyers in par
ticular, who have acted under these laws and
incorporated find they are now face to face
with Regulations 301.7701-2 amended Feb
ruary 2, 1965 by T.D. 6797 to provide rules
to clarify the tax treatment of professional
service corporations. Because the Code of
Professional Ethics of the American Institute
of Certified Public Accountants prohibits the
incorporation of CPA firms, not many account
ing firms have incorporated.
According to these Regulations, it is the
Internal Revenue Code and not local law
which sets the tests or standards to be applied
in determining the classification of an organi
zation for purposes of federal income taxation.
“For purposes of determining the classification
of an organization under these regulations,
the term ‘professional service organization’, as
used in this paragraph, means an organization
formed by one or more persons to engage in
a business involving the performance of pro
fessional services for profit which under local
law, may not be organized and operated in
the form of an ordinary business corporation
having the usual characteristics of such a
corporation. Thus, even if a professional serv
ice organization is organized as an ordinary
business corporation, this paragraph applies
if such corporation is subject to local regula
tory rules which deprive such corporation of
the usual characteristics of an ordinary busi
ness corporation. This paragraph applies ir
respective of whether an organization is
labeled under local law as a professional serv
ice corporation, a professional service associ
ation, a trust, or otherwise.”
A professional service organization will be
treated as a corporation or as an association
taxable as a corporation only if it has sufficient
corporate characteristics which are listed in
the regulations as—
Continuity of life or continuing identity;
Centralization of management;
Limited liability; and
Free transferability of interest
These characteristics are described in the
regulations as follows—
“(h)(2) A professional service organiza
tion does not have continuity of life within
the meaning of paragraph (b) of this sec
tion if the death, insanity, bankruptcy, re
tirement, resignation, expulsion, professional
11

4. It reduces the hazards of omitting steps
that should be considered in the project.
5. It provides a basis for pinpointing re
sponsibilities.
6. It is useful in training personnel not
familiar with the project.
The Critical Path Method is also an aid to
accountants since a project is subdivided into
small but significant steps in such a way as to
enable each step to be separately planned,
scheduled, budgeted, and promptly accounted
for when completed.
In presenting the example of the construc
tion project, the author uses charts and tables
which enable the reader to follow the discus
sion. In the example, the time associated with
the minimum cost for each activity is con
sidered. It is pointed out that this analysis can
be extended to consider time-cost relationships
as a means of evaluating ways of shortening
the time for completion. As opposed to “nor
mal” time associated with minimum cost,
“crash” cost is the cost associated with mini
mum time. Sometimes alternatives for re
ducing the completion time are available, in
which case the most economical one should be
chosen.
The author concludes that project monitor
ing is best achieved where the exception re
porting principle is used to call management’s
attention to those activities which are behind
schedule or over the budget. The CPM analy
sis provides detail specific enough to pinpoint
performance deviations and, as a result, status
reports are timely and meaningful enough for
effective corrective action by management.
It occurs to this reviewer that the Critical
Path Method, or a modification of it, would
be useful to accountants and other business
personnel who are engaged in activities which
require planning. Although CPM has been
found useful in planning and controlling con
struction projects, it would appear that the
principles involved would be equally useful
for other types of projects.
M.E.B.

lay employees, (ii) the compensation of the
members and of such employees, (iii) the
conditions of employment—such as working
hours, vacation periods, and sick leave, (iv)
the persons who will be accepted as clients
or patients, (v) who will handle each in
dividual case or matter, (vi) the profes
sional policies and procedures to be fol
lowed in handling each individual case,
(vii) the fees to be charged by the organi
zation, (viii) the nature of the records to be
kept, their use, and their disposition, and
(ix) the times and amounts of distributions
of the earnings of the organization to its
members as such”
“(h)(4) A professional service organiza
tion has the corporate characteristic of
limited liability within the meaning of para
graph (d) of this section only if the person
al liability of its members, in their capacity
as members of the organization, is no
greater in any aspect than that of share
holder-employees of an ordinary business
corporation. If under local law and the rules
pertaining to professional practice, a mutual
agency relationship, similar to that existing
in an ordinary professional partnership, ex
ists between the members of a professional
service organization, such organization lacks
the corporate characteristic of limited lia
bility.”
“(h) (5) (i) If the right of a member of
a professional service organization to share
in its profits is dependent upon the exist
ence of an employment relationship be
tween him and the organization, free trans
ferability of interests within the meaning of
paragraph (e) of this section exists only if
the member, without the consent of other
members, may transfer both the right to
share in the profits of the organization and
the right to an employment relationship
with the organization”
These rules are applicable to taxable years
beginning after December 31, 1960. “How
ever, in the case of an organization formed as
a partnership association, a business trust, an
ordinary business corporation, or a profes
sional service organization formed under a
local law or regulatory rule specifically author
izing the formation of such organizations, the
rules of paragraph (h) of this section shall
not apply to any taxable year ending on or
before December 31, 1964, if such organiza
tion made its return for any such taxable year,
filed at or prior to the time (including ex
tensions thereof) that the return for such tax
able year was required to be filed, as if its
income were subject to the tax imposed by
section 11 of the Code (relating to tax im
posed on corporations).”
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(continued from page 11)
“(h)(3) In applying the rules of para
graph (c) of this section, relating to central
ization of management, a professional serv
ice organization does not have centralization
of management where the managers of a
professional service organization under local
law are not vested with the continuing ex
clusive authority to determine any one or
more of the following matters: (i) The
hiring and firing of professional members
of the organization and its professional and
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